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UNI TED STATES TAX COURT

CALYPSO MUSI C | NCORPORATED, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 12683-99. Fil ed Septenber 20, 2000.

P was incorporated by K K is a notion picture
musi ¢ editor and P's sol e sharehol der, director, and
officer. P contracted with notion picture studios for
K's services as a nusic editor. Each of the contracts
was nenorialized, in part, by a “loan-out agreenent” or
a “deal nenoranduni. Each contract nade specific
reference to the services of K

R determ ned P was a personal hol ding conpany as
defined in sec. 542 |.R C. for its 1996 and 1997
taxable years. R also determned that P was liable for
accuracy related penalties under sec. 6662(a) |.R C

Hel d: P was a personal holding conpany for its
t axabl e years of 1996 and 1997.

Hel d, further: P in good faith and reasonably
relied on the return preparers for the position taken
on its returns and is not |iable for penalties under
sec. 6662(a) |I.R C. pursuant to sec. 6664(c) |I.R C
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Patrick E. MA@ nnis, for petitioner.

Jonathan H. Sloat, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO, Judge: Respondent determ ned deficiencies of $10, 565
and $18,226 in petitioner’s personal holding conpany tax for 1996
and 1997, respectively. Respondent al so determ ned accuracy-
rel ated penalties under section 6662(a)! of $2,113 and $3, 6452
for 1996 and 1997 respectively. W nust deci de whet her
petitioner is subject to the personal hol ding conpany tax inposed
by section 541 for its taxable years ending January 31, 1996, and
1997. Secondly, we nust decide whether petitioner is liable for
the accuracy-related penalty pursuant to section 6662(a) for each
of those years.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of fact and attached exhibits are incorporated
herein by this reference. Petitioner’s principal place of
business was in the State of California when the petition was

filed.

1 Unl ess otherwi se indicated, section references are to the
I nternal Revenue Code in effect for the years in issue. Rule
references are to the Tax Court Rules of Practice and Procedure.

2 Dol lar anmpbunts are rounded to the nearest whol e doll ar.
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Daryl Kell is a highly regarded and em nently qualified
music editor. Petitioner, through Daryl Kell, rendered nusic
editing services for productions of feature filns, television
novi es, and prograns. The nusic editing service that petitioner
provi des involves the rental and use of petitioner’s conputer
equi pnent. Misic editing is an artistic and technical
undertaking requiring judgnment, artistic ability, and discretion.
Daryl Kell's work as a nusic editor for petitioner’s clients
requires creative decision making. Misic editing is a
col l aborative effort by all involved in a given production and
involves formng very close relationshi ps between nusic editors
and those with whom t hey work

Petitioner had taxable years ending on January 31 for each
year in issue. At all tinmes during the taxable years in issue,
Daryl Kell owned 100 percent of petitioner’s stock, and he was
petitioner’s sole officer and director. Qher than officer’s
conpensation paid to Daryl Kell, petitioner paid no salary or
conpensation to enpl oyees.

The International Alliance of Theatrical and Stage Enpl oyees
(IATSE) is a union. |In the productions in which petitioner was
i nvol ved nmusic editors were required to be nenbers of | ATSE
Daryl Kell was a nenber of IATSE. In order to enploy a nusic
editor who was a nenber of | ATSE the enpl oyer was required to be

a signatory to the | ATSE agreenent. Petitioner was not a
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signatory conpany to the | ATSE agreenent.

Petitioner’s nmusic editing services were provided to the
studi os in accordance with a deal nenorandum or a | oan-out
agreenent which nenorialized sonme of the terns of those
contracts. Daryl Kell’'s personal services as a nusic editor were
specifically designated as required in the deal nenorandum and
| oan- out agreenent. The | oan-out agreenent and deal nenorandum
provide that Daryl Kell "render nusic editorial services,
whenever and wherever the producer may require."” The paynents
made to petitioner were supplenented by paynents to | ATSE for
benefits accruing to Daryl Kell under the | ATSE agreenent.

Petitioner's general |edgers were prepared by Jessica
Shi el ds- Hanper. Jessica Shiel ds-Hanper is petitioner's and Daryl
Kell's agent. Petitioner’s 1996 tax return was prepared by
Robert Fogelman, C.P.A Petitioner’s 1997 return was prepared by
Steven McNulty of Feddersen & Co. C P. A (5S).

For the 1996 tax year, petitioner reported total incone of

$133,977, of which the follow ng anbunts were for nusic editing

servi ces:
Film Editi ng | ncone
Fair Gane $70, 227
Mol | Fl anders 28, 955
O her editing incone 10,415

Tot al 109, 597
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For the 1997 tax year, petitioner reported total incone of

$282, 124, of which the follow ng anbunts were for nusic editing

Servi ces:

Film Editi ng | ncone

Kazaam $75, 629

The Associ ate 71,722

Br eakdown 65, 694

Mol | Fl anders 1, 063

O her editing incone 8, 350
Tot al 222,458

Petitioner's general |edgers for the 1996 and 1997 tax years
reflect anounts received by petitioner fromthe studios for the
rental of nusic editing equi pnent owned by petitioner. For the
1996 and 1997 tax years, petitioner received rental inconme in the
amounts of $24,400 and $68, 100, respectively.?

OPI NI ON

The personal hol di ng conpany tax was originally enacted in
1934 to renedy the effects of the "incorporated pocket book" and
“incorporated talent” which served to avoid the higher tax rates

i nposed on individuals. Cedarburg Canning Co. v. Conmm ssioner,

149 F. 2d 526, 528 (7th G r. 1945), affg. a Menorandum Opi ni on of
this Court. The purpose of the tax is to force corporations to
di stribute personal hol ding conpany inconme through the inposition

of a tax in addition to the ordinary incone tax inposed upon the

3 W have been unable to reconcile petitioner’s 1997 | edgers
whi ch show editing income of $222,458 and rental income of
$68, 100 totaling $290,557 with petitioner’s tax return which
shows gross sal es of $281, 746.
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corporation. See Fulman v. United States, 434 U S. 528, 531

(1978). The additional tax is inposed by section 541, which
provi des:

In addition to other taxes inposed by this
chapter, there is hereby inposed for each taxable year
on the undistributed personal hol di ng conpany i nconme
(as defined in section 545) of every personal hol ding
conpany (as defined in section 542) a personal hol ding
conpany tax equal to 39.6 percent of the undistributed
personal hol di ng conpany i ncone.

A corporation is a personal holding conmpany if two
requi renents are satisfied. See sec. 542(a). Those two
requi renents have been described as the "stock ownership" and

"tainted i ncome" tests. See Kenyatta Corp. v. Commi ssioner, 86

T.C. 171 (1986), affd. 812 F.2d 577 (9th Cr. 1987). The "stock
ownership" test is satisfied if "At any tinme during the |ast half
of the taxable year nore than 50 percent in value of * * * [the
corporation's] outstanding stock is owed, directly or
indirectly, by or for not nore than 5 individuals." Sec.
542(a)(2). The "tainted incone" test is satisfied where "At

| east 60 percent of [the corporation's] adjusted ordinary gross
incone (as defined in section 543(b)(2)) for the taxable year is
personal hol di ng conpany incone (as defined in section 543(a))".
Sec. 542(a)(1). Section 543(a), which defines personal hol ding

conpany incone, provides in pertinent part:
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SEC. 543(a) GCeneral Rule.--
For purposes of this subtitle, the term “personal
hol di ng conpany i nconme” neans the portion of the
adj usted ordinary gross incone which consists of:

* * * * * * *

(2) Rents.-The adjusted inconme fromrents;

* * * * * * *

(7) Personal service contracts.--

(A) Anmounts received under a contract under
whi ch the corporation is to furnish
personal services; if some person other
than the corporation has the right to
designate (by nane or by description) the
i ndi vidual who is to performthe services,
or if the individual who is to performthe
services is designated (by nane or by
description) in the contract; and

(B) anmounts received fromthe sale or other
di sposition of such a contract.

Thi s paragraph shall apply with respect to
anounts received for services under a particul ar
contract only if at some tinme during the taxable
year 25 percent or nore in value of the

out standi ng stock of the corporation is owned,
directly or indirectly, by or for the individual
who has perfornmed, is to perform or may be

desi gnated (by nane or by description) as the
one to perform such services.

At all material tinmes, Daryl Kell owned all of the shares
in petitioner. W therefore find that the stock ownership
requi renent of section 542(a)(2) was net for both the 1996 and
1997 tax years.

Next, we nust determnm ne whether the “tainted i ncone”

requi renment of section 542(a)(1l) has also been net. At |east
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60 percent of petitioner’s adjusted ordinary gross inconme* for
t he taxabl e year nust be personal hol di ng conpany i nconme to
satisfy this requirenent. Petitioner’s adjusted ordi nary gross
income for 1996 and 1997 tax years was $133, 977 and $282, 124
respectively.

In pertinent part, section 543(a)(7) provides that
petitioner’s income fromthe performance of a contract for
musi ¢ editing services will be personal hol ding conpany incone
if the individual who is to performthe services is designated
(by name or by description) in the contract and at sone tine
during the taxable year 25 percent or nore in value of the
out st andi ng stock of the corporation is owned, directly or
indirectly, by or for the individual who has perforned, is to
perform or may be designated (by name or by description) as
the one to perform such services.

In the 1996 taxable year $99, 182 was received by
petitioner for the editing services of Daryl Kell on the
pictures Fair Gane and Mol | Flanders. The |oan-out agreenent

and deal nmenoranda for these two pictures specifically

4 “Adjusted ordinary gross incone” is defined in sec. 543(b)
as gross incone mnus gains fromthe sale or other disposition of
capital assets or sec. 1231(b) assets, and m nus depreciation,
taxes, interest, and rent incurred in connection with certain
rental inconme and mneral royalties. |In the instant case,
petitioner's adjusted ordinary gross income would equal its gross
i ncone.
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designate Daryl Kell to performthe editing services.® 1In the
1997 taxabl e year $214,106 was received by petitioner for the
editing services of Daryl Kell on the pictures Kazaam The
Associ ate, Breakdown, and Ml | Flanders. The deal nenoranda
for these pictures also specifically designate Daryl Kell to
performthe editing services.® In the 1996 and 1997 taxable
years Daryl Kell, the individual designated to performthe
services for petitioner, owed nore than 25 percent of the
shares in petitioner. Therefore, we find that the incone
received fromthe enunerated notion picture contracts was

personal hol di ng conpany incone. See Kenyatta Corp. v.

Comm ssi oner, supra at 184 (and cases cited therein).

> The deal nenorandum for Fair Gane provides: “EMPLOYER
[Petitioner] hereby I ends to PRODUCER [ Warner Bros.] the

excl usi ve services of EMPLOYEE [Daryl Kell]”. The dea
menor andum for Mol |l Flanders provides: “Daryl Kell w Il provide
music editing services for O Trilogy Productions”. Additionally

t he Executive Vice President-Post production of Warner Bros.
testified that Daryl Kell was the only person to performthe
required services under the | oan-out agreenent.

® The deal nenorandum for Kazaam provides: “Daryl B.
Kel |l / Cal ypso Music Inc. will provide nusic editing services for
| nt erscope Communi cations * * *”: “Daryl Kell will render nusic
editorial services”. The deal nenorandum for The Associ ate
provides: “Daryl B. Kell/Calypso Music Inc. will provide nusic
editing services for Interscope Conmunications * * *”; *“Daryl
Kell will render nmusic editorial services”. The deal nenorandum
for Breakdown provides: “Daryl Kell (Editor) Calypso Music, Inc.
(Lender) will provide nusic editing services to Dino DeLaurentiis
Co. (Producer)”; “Editor [Daryl Kell] will render nusic editorial
services”. The deal nenorandum for Ml | Flanders provides:
“Daryl Kell will provide nusic editing services for O Tril ogy
Pr oductions”.
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The i ncone received for editing services for Fair Gane and
Mol | Fl anders, personal hol ding conpany incone, constitutes 74
percent of petitioner’s adjusted ordinary gross incone in the
1996 taxable year. The inconme received for editing services
for Kazaam The Associ ate, Breakdown, and M| Fl anders,
personal hol di ng conpany i nconme, anounts to 76 percent of
petitioner’s adjusted ordinary gross incone for 1997.

For the 1996 and 1997 tax years, petitioner’s |edgers
indicate it received rental incone in the amounts of $24, 400
and $68, 100 respectively. Respondent determ ned that these
anpunts constitute personal hol ding conpany inconme as defined
in section 542(a)(2). Respondent’s determnation is entitled
to a presunption of correctness; petitioner bears the burden of
proof to establish the determnation is in error. See Rule

142(a); Welch v. Helvering, 290 U S. 111, 115 (1933).

Petitioner advances no neani ngful argunment on brief that
respondent’s determnation is erroneous. W therefore find
that the rental incone in the years in issue is persona
hol di ng conpany i ncone.

We hold that petitioner is a personal hol di ng conpany, as
defined in section 542, for the 1996 and 1997 taxabl e years.
As a consequence, petitioner is liable for personal holding
conpany tax, inposed by section 541, equal to 39.6 percent of

the undi stri buted personal hol di ng conmpany i ncone for each of



the years in issue.

Respondent determ ned that petitioner was liable for an
accuracy-rel ated penalty, under section 6662(a) and (b) (1) or
(2), for negligence or intentional disregard of rules and
regul ati ons or substantial understatenent of incone tax.
Petitioner argues that it is not so liable. Petitioner asserts
that a certified public accountant prepared its returns and
that the accountant had access to all of the materials now
before the Court. Petitioner argues that it reasonably relied
on professional advice in preparing its returns and therefore
shoul d not be held liable for the accuracy-rel ated penalty.

Section 6662(a) inposes a 20-percent accuracy-related
penalty on the portion of an underpaynent that is due to one or
nore of the causes enunerated in section 6662(b). Respondent
relies on subsections (b)(1) (negligence or intentional
di sregard of rules or regulations) and/or (b)(2) (substanti al
under st atenent of inconme tax).

Negl i gence includes a failure to attenpt reasonably to
conply with the Code. See sec. 6662(c). Disregard includes a
carel ess, reckless, or intentional disregard. See id.

A substantial understatenent of inconme tax is defined to
be the greater of 10 percent of the incone tax required to be
shown on the return for the taxable year or $5,000. See sec.

6662(d). In the instant case $5,000 is the greater anount for
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the 1996 and 1997 taxable years. Respondent determ ned

under statenents of tax of $10,565 and $18, 226 for the 1996 and
1997 taxabl e years, respectively.

No penalty shall be inposed, however, for either
negl i gence or intentional disregard of rules or regulations or
a substantial understatenent of incone tax to the extent that
t he taxpayer shows that the underpaynment is due to the
t axpayer's reasonabl e cause and good faith. See sec. 6664(c);
secs. 1.6662-3(a), 1.6664-4(a), Incone Tax Regs.

Reasonabl e cause requires that the taxpayer have exercised
ordi nary business care and prudence as to the disputed item

See United States v. Boyle, 469 U S. 241 (1985); see also

Estate of Young v. Conmm ssioner, 110 T.C 297, 317 (1998). The

good faith, reasonable reliance on the advice of an
i ndependent, conpetent professional as to the tax treatnent of

an itemmy neet this requirenment. See United States v. Boyle,

supra; sec. 1.6664-4(b), Incone Tax Regs.; see also Ew ng v.
Commi ssioner, 91 T.C 396, 423 (1988), affd. w thout published

opi nion 940 F.2d 1534 (9th Cr. 1991).

Whet her a taxpayer relies on advice and whet her such
reliance is reasonable hinge on the facts and circunstances of
the case and the |aw that applies to those facts and
circunstances. See sec. 1.6664-4(c)(i), Incone Tax Regs. A

prof essi onal may render advice that may be relied upon
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reasonably when he or she arrives at that advice independently,
taking into account, anong other things, the taxpayer's
purposes for entering into the underlying transaction. See

sec. 1.6664-4(c)(i), Inconme Tax Regs.; see also Leonhart v.

Conm ssi oner, 414 F.2d 749 (4th Gr. 1969), affg. T.C Meno.

1968-98. Reliance may be unreasonable when it is placed upon
insiders, pronoters, or their offering materials, or when the
person relied upon has an inherent conflict of interest that

t he taxpayer knew or shoul d have known about. See Gol dnman v.

Comm ssioner, 39 F.3d 402 (2d Gr. 1994), affg. T.C. Meno.

1993-480; LaVerne v. Conmm ssioner, 94 T.C 637, 652-653 (1990),

affd. wi thout published opinion 956 F.2d 274 (9th Gr. 1992),
affd. in part without published opinion sub nom Cow es v.

Comm ssioner, 949 F.2d 401 (10th Cr. 1991). Reliance also is

unr easonabl e when the taxpayer knew, or should have known, that
t he advi ser | acked the requisite expertise to opine on the tax
treatnent of the disputed item See sec. 1.6664-4(c), |ncone
Tax Regs.

In sum for a taxpayer to rely reasonably upon advice so
as possibly to negate a section 6662(a) accuracy-rel ated
penalty determ ned by the Conm ssioner, the taxpayer nust prove
by a preponderance of the evidence that the taxpayer neets each
requi renent of the followng three-prong test: (1) The adviser

was a conpetent professional who had sufficient expertise to
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justify reliance, (2) the taxpayer provided necessary and
accurate information to the adviser, and (3) the taxpayer
actually relied in good faith on the adviser's judgnent. See

Ell west Stereo Theatres, Inc. v. Conm ssioner, T.C. Mno. 1995-

610; see also Rule 142(a).

We have no doubt on the record before us that Daryl Kell,
petitioner’s only officer, actually relied in good faith on the
certified public accountants who prepared the returns. W note
that the 1996 and 1997 returns were prepared by different firns
of public accountants.” Petitioner was justified inits
reliance on its advisers. W find credible M. Kell’s
testinony that he nmade avail able all necessary information to
the return preparers. |In this circunstance, we shall not
sustain respondent’s determ nation of the accuracy-rel ated
penal ties.

Accordi ngly,

Decision will be entered

under Rul e 155.

" Respondent argues petitioner did not offer the testinony
of its return preparers, Robert Fogleman and Steven McNulty. The
failure to introduce the testinony of the return preparers which
if true would have been favorable to petitioner, gives rise to
t he presunption that such testinony woul d not have been
favorable. See Wchita Termnal Elevator Co. v. Comm ssioner, 6
T.C. 1158, 1165 (1946), affd. 162 F.2d 513 (10th G r. 1947).
Having found M. Kell’'s testinony in this regard credible, we
find the presunption overcone.
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